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RESPONSE OF SFPP, L.P. TO MOTION
TO SUPPLEMENT BRIEFS WITH NEW AUTHORITY

In accordance with Rule 11.1(e) of the Commission’s Rules of Practice and
Procedure, SFPP, L.P. (“SFPP”) hereby submits its response to the “Motion to Supplement
Briefs With New Authority” filed by ConocoPhillips Company, Chevron Products Company,
Ultramar Inc. and Valero Marketing and Supply Company (collectively “CCUV”) dated July 31,
2007.

The CCUV motion is improper for several different reasons, each of which
warrants denial of the motion. CCUV purports to supplement the authority upon which the
Commission should ostensibly rely in resolving matters that were the subject of hearings in
2003, referencing the Proposed Policy Statement issued by the Federal Energy Regulatory
Commission (“FERC”) on July 19, 2007 regarding requirements for including master limited

partnerships (“MPLs”) in the Discount Cash Flow (“DCF”’) methodology and related proxy



group used to determine the allowed return on equity (“ROE”) for natural gas and oil pipelines.’
Its motion asks the Commission to give consideration to a proposed policy statement of the
FERC that (i) is subject to comment and, presumably, revision prior to adoption by the FERC;
and (ii) even assuming it is finalized as proposed, may or may not be applied to any pending
FERC matters that have completed the hearing phase as of the date the FERC issues its final
policy statement. The tentative policy pronouncements of the FERC are not ripe for
consideration by the Commission with respect to the subject proceedings now submitted and
pending before the Commission. Furthermore, CCUV’s assertion that the proposed policy
statement supports CCUV’s recommendation to reduce SFPP’s rate of return in the 2003
proceedings is irrelevant. The existing evidentiary record upon which the Commission will make
its decision discredits the theory upon which CCUV’s recommended reduction in SFPP’s cost of
equity is based and requires its rejection.

It is, of course, well within the discretion of the Commission to give consideration
to the policy statements of other governmental agencies, both state and federal, in formulating its
own ratemaking policies and treatments. There is little reason, however, to give consideration to
another agency’s tentative or proposed statements of policy that may or may not be ultimately
endorsed and adopted by that agency. It would be even more peculiar for the Commission to
retroactively apply the preliminary proposal of FERC to a submitted Commission matter while
FERC itself has expressly indicated that once it issues its final policy statement it will determine,
on a case-by-case basis, whether to apply its newly adopted policy to matters that have already

been the subject of hearing.”

' Proposed Policy Statement, 120 FERC §61,068; WL 2064673 (F.E.R.C.) as attached to CCUV’s
motion.

* Proposed Policy Statement, 120 FERC 961,068 at P 1. The hearing phase in the subject proceeding has
obviously been completed prior to the date on which the FERC will issue its final policy statement. The
final policy statement, whatever it ultimately turns out to be, will apply to FERC rate cases in which

(footnote continued)
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As to the substance of the motion, it is irrelevant that the proposed policy
statement is contemplating a standard adjustment to the proxy yields of MLPs which is the same
adjustment proposed by CCUV’s witness in the subject proceedings. The theory upon which the
proposed adjustment is premised, i.e. that cash distributions in excess of reported earnings
constitute a return of capital, is entirely belied and contradicted by the record in the subject
proceedings which shows unequivocally that invested capital in SFPP has increased even while
cash distributions have exceeded earnings.

The specific adjustment under consideration by the FERC would cap the
“dividend” (cash distributions by an MLP to its unit holders) used in the DCF analysis at the
pipeline’s reported earnings, thus potentially reducing the amount of the distribution to be
included in the DCF model used by the FERC to develop a range of returns earned on investment
applicable to oil pipelines. In proposing to cap the “dividend” at reported earnings, FERC
indicated that its primary concern is that a DCF analysis that includes MLPs in the proxy group
should only reflect cash distributions/dividends that constitute a return on capital, excluding any
portion of cash distributions/dividends that represents a return of capital.” The Proposed Policy
Statement then assumes in circumstances in which an MLP makes cash distributions in excess of
earnings that the difference between the distributions and reported earnings constitutes a return
of capital, rather than a return on capital, which should be excluded from the DCF analysis.*

The FERC proposal to cap “dividends” at the level of an MLP’s reported
earnings, as well as the assumption/rationale that supports the proposed ratemaking adjustment,

are matters of significant controversy and disagreement. Comments in response to the Proposed

hearings are scheduled after the date of issuance of the final policy statement. FERC will decide on a
case-by-case basis whether to apply the final policy statement in cases that have completed the hearing
phase.
* Proposed Policy Statement, 120 FERC 961,068 at P 7.
4

Id.
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Policy Statement are expected to reflect various concerns with respect to capping dividends
included in the DCF analysis at the level of reported earnings, including the following:

. A cap on distributions may understate an MLP’s true return on equity.
Whether called dividends or distributions, the unit holder receives cash
and that level of cash receipts, along with the market’s (reflected at
the investor level) perception of growth, determines the market price of a
unit. If the market thinks capital is being returned and that growth will
therefore be slowed or stopped in the future, the market price of the unit
will be adjusted accordingly. A cap would not be market based and, if
applied, would understate the market.

. Earnings measures are accounting constructs. While they indicate firm
performance, they do not directly influence investing and financial
decisions. Cash flow, not earnings, directly fund investment and
distributions. This distinction is particularly pronounced in an industry
such as pipelines, in which a large portion of company assets are long-
lived, because depreciation charges reduce earnings but have no effect on
cash from operations.

. Despite FERC’s stated assumption that distributions in excess of earnings
reflect a return of capital, it is a demonstrable fact that MLPs that make

cash distributions in excess of annual earnings are robust and thriving,
contrary to the result that a steady return of capital would imply.

The last point is particularly significant in that it mirrors the evidence of record in
the submitted proceedings that are the subject of CCUV’s motion. The record evidence in the
subject proceeding directly addresses and discredits the assumption in the Proposed Policy
Statement that MLP distributions in excess of reported earnings constitute a return of capital
rather than a return on capital.

The theory that cash distributions represent a return of capital and that
distributions cannot possibly grow as fast as earnings is contradicted by the facts of record, as
demonstrated by financial date from five MLPs, including five years’ earnings per unit and five
years of distributions per unit and the payout ratio indicated by these five-year totals. Contrary
to the contention of CCUV’s witness that the earnings must fall as the result of distributions in

excess of earnings, earnings growth for four of the five MLPs was quite substantial.
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Distributions per unit for all five companies also grew from 1998 to 2002. The book value per
unit for each of the five companies was also tabulated for each year-end. For each company, the
percentage change in the book value per unit from the end of 1998 to the end of 2002 reflected
substantial growth over four years, ranging from 19% to 39%. Cash distributions in excess of
reported earnings did not, as assumed by CCUV’s witness and the FERC Proposed Policy
Statement, result in a return of capital, i.e. a decline in investment per unit. Finally, data
reflecting the year-end closing unit price for each company and for each year shows an increase,
including an increase of 93% for Kinder Morgan Energy Partners, LP, the entity which owns
SFPP.’ In short, there is no evidentiary support for the theory that distribution by MLPs of cash
in excess of earnings will cause a reduction in investors’ investment, a decline in earnings per
unit, and a decline in distributions.

It is simply premature for the Commission to give any consideration to Proposed
Policy Statement. Common sense suggests the Commission should await the issuance by FERC
of its final policy statement. Furthermore, even if the Proposed Policy Statement were to be
adopted by the FERC “as is” and even if it were then to be retroactively applied to the matters
now pending before the Commission, the record evidence would require rejection of any
proposal to reduce SFPP’s return on equity based on the thoroughly discredited theory that
distributions in excess of reported earnings reflect a return of capital.

Accordingly, CCUV’s “Motion To Supplement Briefs with New Authority”

should be denied.

> Ex. 103A; Prepared Rebuttal Testimony of J. Peter Williamson; also see SFPP Reply Brief dated
February 24, 2004 at 27.
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